
188

26 CFR Ch. I (4–1–04 Edition)§ 1.861–10

interest subject to look-through under 
section 904(d)(3); and 

(B) Exclude from the gross income 
net of interest expense of any lower-
tier corporation any subpart F income 
(net of interest expense apportioned to 
such income). 
Then apportion the interest expense of 
the higher-tier controlled foreign cor-
poration based on the adjusted com-
bined gross income amounts. Repeat 
this step 2 for each next higher-tier 
controlled foreign corporation in the 
chain. For purposes of this paragraph 
(j)(2)(ii), pro rata share shall be deter-
mined under principles similar to sec-
tion 951(a)(2). 

[T.D. 8228, 53 FR 35477, Sept. 14, 1988, as 
amended by T.D. 8257, 54 FR 31819, Aug. 2, 
1989; T.D. 8597, 60 FR 36679, July 18, 1995; T.D. 
8658, 61 FR 9329, Mar. 8, 1996; T.D. 8916, 66 FR 
273, Jan. 3, 2001; T.D. 9120, 69 FR 15675, Mar. 
26, 2004]

§ 1.861–10 Special allocations of inter-
est expense. 

(a)–(d) [Reserved] 
(e) Treatment of certain related group 

indebtedness—(1) In general. If, for any 
taxable year beginning after December 
31, 1991, a U.S. shareholder (as defined 
in paragraph (e)(5)(i) of this section) 
has both— 

(i) Excess related group indebtedness 
(as determined under Step One in para-
graph (e)(2) of this section) and 

(ii) Excess U.S. shareholder indebted-
ness (as determined under Step Two in 
paragraph (e)(3) of this section), 
the U.S. shareholder shall allocate, to 
its gross income in the various sepa-
rate limitation categories described in 
section 904(d)(1), a portion of its inter-
est expense paid or accrued to any obli-
gee who is not a member of the affili-
ated group (as defined in § 1.861–11T(d)) 
of the U.S. shareholder (‘‘third party 
interest expense’’), excluding amounts 
allocated under paragraphs (b) and (c) 
of § 1.861–10T. The amount of third 
party interest expense so allocated 
shall equal the total amount of inter-
est income derived by the U.S. share-
holder during the year from related 
group indebtedness, multiplied by the 
ratio of the lesser of the foregoing two 
amounts of excess indebtedness for the 
year to related group indebtedness for 
the year. This amount of third party 

interest expense is allocated as de-
scribed in Step Three in paragraph 
(e)(4) of this section. 

(2) Step One: Excess related group in-
debtedness. (i) The excess related group 
indebtedness of a U.S. shareholder for 
the year equals the amount by which 
its related group indebtedness for the 
year exceeds its allowable related 
group indebtedness for the year. 

(ii) The ‘‘related group indebtedness’’ 
of the U.S. shareholder is the average 
of the aggregate amounts at the begin-
ning and end of the year of indebted-
ness owed to the U.S. shareholder by 
each controlled foreign corporation 
which is a related person (as defined in 
paragraph (e)(5)(ii) of this section) with 
respect to the U.S. shareholder. 

(iii) The ‘‘allowable related group in-
debtedness’’ of a U.S. shareholder for 
the year equals— 

(A) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets (including stock 
holdings in and obligations of related 
persons, other than related controlled 
foreign corporations) of each related 
controlled foreign corporation, multi-
plied by 

(B) The foreign base period ratio of 
the U.S. shareholder for the year. 

(iv) The ‘‘foreign base period ratio’’ 
of the U.S. shareholder for the year is 
the average of the related group debt-
to-asset ratios of the U.S. shareholder 
for each taxable year comprising the 
foreign base period for the current year 
(each a ‘‘base year’’). For this purpose, 
however, the related group debt-to-
asset ratio of the U.S. shareholder for 
any base year may not exceed 110 per-
cent of the foreign base period ratio for 
that base year. This limitation shall 
not apply with respect to any of the 
five taxable years chosen as initial 
base years by the U.S. shareholder 
under paragraph (e)(2)(v) of this section 
or with respect to any base year for 
which the related group debt-to-asset 
ratio does not exceed 0.10. 

(v)(A) The foreign base period for any 
current taxable year (except as de-
scribed in paragraphs (e)(2)(v) (B) and 
(C) of this section) shall consist of the 
five taxable years immediately pre-
ceding the current year. 

(B) The U.S. shareholder may choose 
as foreign base periods for all of its 
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first five taxable years for which this 
paragraph (e) is effective the following 
alternative base periods: 

(1) For the first effective taxable 
year, the 1982, 1983, 1984, 1985 and 1986 
taxable years; 

(2) For the second effective taxable 
year, the 1983, 1984, 1985 and 1986 tax-
able years and the first effective tax-
able year; 

(3) For the third effective taxable 
year, the 1984, 1985 and 1986 taxable 
years and the first and second effective 
taxable years; 

(4) For the fourth effective taxable 
year, the 1985 and 1986 taxable years 
and the first, second and third effective 
taxable years; and 

(5) For the fifth effective taxable 
year, the 1986 taxable year and the 
first, second, third and fourth effective 
taxable years. 

(C) If, however, the U.S. shareholder 
does not choose, under paragraph 
(e)(10)(ii) of this section, to apply this 
paragraph (e) to one or more taxable 
years beginning before January 1, 1992, 
the U.S. shareholder may not include 
within any foreign base period the tax-
able year immediately preceding the 
first effective taxable year. Thus, for 
example, a U.S. shareholder for which 
the first effective taxable year is the 
taxable year beginning on October 1, 
1992, may not include the taxable year 
beginning on October 1, 1991, in any 
foreign base period. Assuming that the 
U.S. shareholder does not elect the al-
ternative base periods described in 
paragraph (e)(2)(v)(B) of this section, 
the initial foreign base period for the 
U.S. shareholder will consist of the 
taxable years beginning on October 1 of 
1986, 1987, 1988, 1989, and 1990. The for-
eign base period for the U.S. share-
holder for the following taxable year, 
beginning on October 1, 1993, will con-
sist of the taxable years beginning on 
October 1 of 1987, 1988, 1989, 1990, and 
1992. 

(D) If the U.S. shareholder chooses 
the base periods described in paragraph 
(e)(2)(v)(B) of this section as foreign 
base periods, it must make a similar 
election under paragraph (e)(3)(v)(B) of 
this section with respect to its U.S. 
base periods. 

(vi) The ‘‘related group debt-to-asset 
ratio’’ of a U.S. shareholder for a year 
is the ratio between— 

(A) The related group indebtedness of 
the U.S. shareholder for the year (as 
determined under paragraph (e)(2)(ii) of 
this section); and 

(B) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets (including stock 
holdings in and obligations of related 
persons, other than related controlled 
foreign corporations) of each related 
controlled foreign corporation. 

(vii) Notwithstanding paragraph 
(e)(2)(i) of this section, a U.S. share-
holder is considered to have no excess 
related group indebtedness for the year 
if— 

(A) Its related group indebtedness for 
the year does not exceed its allowable 
related group indebtedness for the im-
mediately preceding year (as deter-
mined under paragraph (e)(2)(iii) of this 
section); or 

(B) Its related group debt-to-asset 
ratio (as determined under paragraph 
(e)(2)(vi) of this section) for the year 
does not exceed 0.10. 

(3) Step Two: Excess U.S. shareholder 
indebtedness. (i) The excess indebted-
ness of a U.S. shareholder for the year 
equals the amount by which its unaf-
filiated indebtedness for the year ex-
ceeds its allowable indebtedness for the 
year. 

(ii) The ‘‘unaffiliated indebtedness’’ 
of the U.S. shareholder is the average 
of the aggregate amounts at the begin-
ning and end of the year of indebted-
ness owed by the U.S. shareholder to 
any obligee, other than a member of 
the affiliated group (as defined in 
§ 1.861–11T(d)) of the U.S shareholder. 

(iii) The ‘‘allowable indebtedness’’ of 
a U.S. shareholder for the year equals— 

(A) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets of the U.S. share-
holder (including stock holdings in and 
obligations of related controlled for-
eign corporations, but excluding stock 
holdings in and obligations of members 
of the affiliated group (as defined in 
§ 1.861–11T(d)) of the U.S. shareholder), 
reduced by the amount of the excess re-
lated group indebtedness of the U.S. 
shareholder for the year (as determined 
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under Step One in paragraph (e)(2) of 
this section), multiplied by 

(B) The U.S. base period ratio of the 
U.S. shareholder for the year. 

(iv) The ‘‘U.S. base period ratio’’ of 
the U.S. shareholder for the year is the 
average of the debt-to-asset ratios of 
the U.S. shareholder for each taxable 
year comprising the U.S. base period 
for the current year (each a ‘‘base 
year’’). For this purpose, however, the 
debt-to-asset ratio of the U.S. share-
holder for any base year may not ex-
ceed 110 percent of the U.S. base period 
ratio for that base year. This limita-
tion shall not apply with respect to 
any of the five taxable years chosen as 
initial base years by the U.S. share-
holder under paragraph (e)(3)(v) of this 
section or with respect to any base 
year for which of the debt-to-asset 
ratio does not exceed 0.10. 

(v)(A) The U.S. base period for any 
current taxable year (except as de-
scribed in paragraphs (e)(3)(v) (B) and 
(C) of this section) shall consist of the 
five taxable years immediately pre-
ceding the current year. 

(B) The U.S. shareholder may choose 
as U.S. base periods for all of its first 
five taxable years for which this para-
graph (e) is effective the following al-
ternative base periods: 

(1) For the first effective taxable 
year, the 1982, 1983, 1984, 1985 and 1986 
taxable years; 

(2) For the second effective taxable 
year, the 1983, 1984, 1985 and 1986 tax-
able years and the first effective tax-
able year; 

(3) For the third effective taxable 
year, the 1984, 1985 and 1986 taxable 
years and the first and second effective 
taxable years; 

(4) For the fourth effective taxable 
year, the 1985 and 1986 taxable years 
and the first, second and third effective 
taxable years; and 

(5) For the fifth effective taxable 
year, the 1986 taxable year and the 
first, second, third and fourth effective 
taxable years. 

(C) If, however, the U.S. shareholder 
does not choose, under paragraph 
(e)(10)(ii) of this section, to apply this 
paragraph (e) to one or more taxable 
years beginning before January 1, 1992, 
the U.S. shareholder may not include 
within any U.S. base period the taxable 

year immediately preceding the first 
effective taxable year. Thus, for exam-
ple, a U.S. shareholder for which the 
first effective taxable year is the tax-
able year beginning on October 1, 1992, 
may not include the taxable year be-
ginning on October 1, 1991, in any U.S. 
base period. Assuming that the U.S. 
shareholder does not elect the alter-
native base periods described in para-
graph (e)(3)(v)(B) of this section, the 
initial U.S. base period for the U.S. 
shareholder will consist of the taxable 
years beginning on October 1, of 1986, 
1987, 1988, 1989, and 1990. The U.S. base 
period for the U.S. shareholder for the 
following taxable year, beginning on 
October 1, 1993, will consist of the tax-
able years beginning on October 1, 1987, 
1988, 1989, 1990, and 1992. 

(D) If the U.S. shareholder chooses 
the base periods described in paragraph 
(e)(3)(v)(B) of this section as U.S. base 
periods, it must make a similar elec-
tion under paragraph (e)(2)(v)(B) of this 
section with respect to its foreign base 
periods. 

(vi) The ‘‘debt-to-asset ratio’’ of a 
U.S. shareholder for a year is the ratio 
between— 

(A) The unaffiliated indebtedness of 
the U.S. shareholder for the year (as 
determined under paragraph (e)(3)(ii) of 
this section); and 

(B) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets of the U.S. share-
holder. For this purpose, the assets of 
the U.S. shareholder include stock 
holdings in and obligations of related 
controlled foreign corporations but do 
not include stock holdings in and obli-
gations of members of the affiliated 
group (as defined in § 1.861–11T(d)). 

(vii) A U.S. shareholder is considered 
to have no excess indebtedness for the 
year if its debt-to-asset ratio (as deter-
mined under paragraph (e)(3)(vi) of this 
section) for the year does not exceed 
0.10. 

(4) Step Three: Allocation of third party 
interest expense. (i) A U.S. shareholder 
shall allocate to its gross income in the 
various separate limitation categories 
described in section 904(d)(1) a portion 
of its third party interest expense in-
curred during the year equal in amount 
to the interest income derived by the 
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U.S. shareholder during the year from 
allocable related group indebtedness. 

(ii) The ‘‘allocable related group in-
debtedness’’ of a U.S. shareholder for 
any year is an amount of related group 
indebtedness equal to the lesser of— 

(A) The excess related group indebt-
edness of the U.S. shareholder for the 
year (determined under Step One in 
paragraph (e)(2) of this section); or 

(B) The excess U.S. shareholder in-
debtedness for the year (determined 
under Step Two in paragraph (e)(3) of 
this section). 

(iii) The amount of interest income 
derived by a U.S. shareholder from al-
locable related group indebtedness dur-
ing the year equals the total amount of 
interest income derived by the U.S. 
shareholder during the year with re-
spect to related group indebtedness, 
multiplied by the ratio of allocable re-
lated group indebtedness for the year 
to the aggregate amount of related 
group indebtedness for the year. 

(iv) The portion of third party inter-
est expense described in paragraph 
(e)(4)(i) of this section shall be allo-
cated in proportion to the relative av-
erage amounts of related group indebt-
edness held by the U.S. shareholder in 
each separate limitation category dur-
ing the year. The remaining portion of 
third party interest expense of the U.S. 
shareholder for the year shall be appor-
tioned as provided in §§ 1.861–8T 
through 1.861–13T, excluding paragraph 
(e) of § 1.861–10T and this paragraph (e). 

(v) The average amount of related 
group indebtedness held by the U.S. 
shareholder in each separate limitation 
category during the year equals the av-
erage of the aggregate amounts of such 
indebtedness in each separate limita-
tion category at the beginning and end 
of the year. Solely for purposes of this 
paragraph (e)(4), each debt obligation 
of a related controlled foreign corpora-
tion held by the U.S. shareholder at 
the beginning or end of the year is at-
tributed to separate limitation cat-
egories in the same manner as the 
stock of the obligor would be attrib-
uted under the rules of § 1.861–12T(c)(3), 
whether or not such stock is held di-
rectly by the U.S. shareholder. 

(vi) The amount of third party inter-
est expense of a U.S. shareholder allo-
cated pursuant to this paragraph (e)(4) 

shall not exceed the total amount of 
the third party interest expense of the 
U.S. shareholder for the year (exclud-
ing any third party interest expense al-
located under paragraphs (b) and (c) of 
§ 1.861–10T). 

(5) Definitions. For purposes of this 
paragraph (e), the following terms shall 
have the following meanings. 

(i) U.S. shareholder. The term ‘‘U.S. 
shareholder’’ has the same meaning as 
the term ‘‘United States shareholder’’ 
when used in section 957, except that, 
in the case of a United States share-
holder that is a member of an affiliated 
group (as defined in § 1.861–11T(d)), the 
entire affiliated group is considered to 
constitute a single U.S. shareholder. 

(ii) Related person. For the definition 
of the term ‘‘related person’’, see 
§ 1.861–8T(c)(2). A controlled foreign 
corporation is considered ‘‘related’’ to 
a U.S. shareholder if it is a related per-
son with respect to the U.S. share-
holder. 

(6) Determination of asset values. A 
U.S. shareholder shall determine the 
values of the assets of each related con-
trolled foreign corporation (for pur-
poses of Step One in paragraph (e)(2) of 
this section) and the assets of the U.S. 
shareholder (for purposes of Step Two 
in paragraph (e)(3) of this section) for 
any year in accordance with the valu-
ation method (tax book value or fair 
market value) elected for that year 
pursuant to § 1.861–9T(g). However, sole-
ly for purposes of this paragraph (e), a 
U.S. shareholder may instead choose to 
determine the values of the assets of 
all related controlled foreign corpora-
tions by reference to their values as re-
flected on Forms 5471 (the annual infor-
mation return with respect to each re-
lated controlled foreign corporation), 
subject to the translation rules of para-
graph (e)(8)(i) of this section. This 
method of valuation may be used only 
if the taxable years of each of the re-
lated controlled foreign corporations 
begin with, or no more than one month 
earlier than, the taxable year of the 
U.S. shareholder. Once chosen for a 
taxable year, this method of valuation 
must be used in each subsequent tax-
able year and may be changed only 
with the consent of the Commissioner. 
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(7) Adjustments to asset value. For pur-
poses of apportioning remaining inter-
est expense under § 1.861–9T, a U.S. 
shareholder shall reduce (but not below 
zero) the value of its assets for the year 
(as determined under § 1.861–9T (g) (3) 
or (h)) by an amount equal to the allo-
cable related group indebtedness of the 
U.S. shareholder for the year (as deter-
mined under Step Three in paragraph 
(e)(4)(ii) of this section). This reduction 
is allocated among assets in each sepa-
rate limitation category in proportion 
to the average amount of related group 
indebtedness held by the U.S. share-
holder in each separate limitation cat-
egory during the year (as determined 
under Step Three in paragraph (e)(4)(v) 
of this section). 

(8) Special rules—(i) Exchange rates. 
All indebtedness amounts and asset 
values (including current year and base 
year amounts and values) denominated 
in a foreign currency shall be trans-
lated into U.S. dollars at the exchange 
rate for the current year. The exchange 
rate for the current year may be deter-
mined under any reasonable method 
(e.g., average of month-end exchange 
rates for each month in the current 
year) if it is consistently applied to the 
current year and all base years. Once 
chosen for a taxable year, a method for 
determining an exchange rate must be 
used in each subsequent taxable year 
and will be treated as a method of ac-
counting for purposes of section 446. A 
taxpayer may apply a different trans-
lation rule only with the prior consent 
of the Commissioner. In this regard, 
the Commissioner will be guided by the 
extent to which a different rule would 
reduce the comparability of dollar 
amounts of indebtedness and dollar 
asset values for the base years and the 
current year. 

(ii) Exempt assets. Solely for purposes 
of this paragraph (e), any exempt as-
sets otherwise excluded under section 
864(e)(3) and § 1.861–8T(d) shall be in-
cluded as assets of the U.S. shareholder 
or related controlled foreign corpora-
tion. 

(iii) Exclusion of certain directly allo-
cated indebtedness and assets. Qualified 
nonrecourse indebtedness (as defined in 
§ 1.861–10T(b)(2)) and indebtedness in-
curred in connection with an inte-
grated financial transaction (as defined 

in § 1.861–10T(c)(2)) shall be excluded 
from U.S. shareholder indebtedness and 
related group indebtedness. In addi-
tion, assets which are the subject of 
qualified nonrecourse indebtedness or 
integrated financial transactions shall 
be excluded from the assets of the U.S. 
shareholder and each related con-
trolled foreign corporation. 

(iv) Exclusion of certain receivables. 
Receivables between related controlled 
foreign corporations (or between mem-
bers of the affiliated group consti-
tuting the U.S. shareholder) shall be 
excluded from the assets of the related 
controlled foreign corporation (or af-
filiated group member) holding such 
receivables. See also § 1.861–11T(e)(1). 

(v) Classification of certain loans as re-
lated group indebtedness. If— 

(A) A U.S. shareholder owns stock in 
a related controlled foreign corpora-
tion which is a resident of a country 
that— 

(1) Does not impose a withholding tax 
of 5 percent or more upon payments of 
dividends to a U.S. shareholder; and 

(2) Does not, for the taxable year of 
the controlled foreign corporation, sub-
ject the income of the controlled for-
eign corporation to an income tax 
which is greater than that percentage 
specified under § 1.954–1T(d)(1)(i) of the 
maximum rate of tax specified under 
section 11 of the Code, and 

(B) The controlled foreign corpora-
tion has outstanding a loan or loans to 
one or more other related controlled 
foreign corporations, or the controlled 
foreign corporation has made a direct 
or indirect capital contribution to one 
or more other related controlled for-
eign corporations which have out-
standing a loan or loans to one or more 
other related controlled foreign cor-
porations, then, to the extent of the 
aggregate amount of its capital con-
tributions in taxable years beginning 
after December 31, 1986, to the related 
controlled foreign corporation that 
made such loans or additional con-
tributions, the U.S. shareholder itself 
shall be treated as having made the 
loans decribed in paragraph (e)(8)(v)(B) 
of this section and, thus, such loan 
amounts shall be considered related 
group indebtedness. However, for pur-
poses of paragraph (e)(4) of this section, 
interest income derived by the U.S. 
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shareholder during the year from re-
lated group indebtedness shall not in-
clude any income derived with respect 
to the U.S. shareholder’s ownership of 
stock in the related controlled foreign 
corporation that made such loans or 
additional contributions. 

(vi) Classification of certain stock as re-
lated person indebtedness. In deter-
mining the amount of its related group 
indebtedness for any taxable year, a 
U.S. shareholder must treat as related 
group indebtedness its holding of stock 
in a related controlled foreign corpora-
tion if, during such taxable year, such 
related controlled foreign corporation 
claims a deduction for interest under 
foreign law for distributions on such 
stock. However, for purposes of para-
graph (e)(4) of this section, interest in-
come derived by the U.S. shareholder 
during the year from related group in-
debtedness shall not include any in-
come derived with respect to the U.S. 
shareholder’s ownership of stock in the 
related controlled foreign corporation. 

(9) Corporate events—(i) Initial acquisi-
tion of a controlled foreign corporation. If 
the foreign base period of the U.S. 
shareholder for any year includes a 
base year in which the U.S. shareholder 
did not hold stock in any related con-
trolled foreign corporation, then, in 
computing the foreign base period 
ratio, the related group debt-to-asset 
ratio of the U.S. shareholder for any 
such base year shall be deemed to be 
0.10. 

(ii) Incorporation of U.S. shareholder—
(A) Nonapplication. This paragraph (e) 
does not apply to the first taxable year 
of the U.S. shareholder. However, this 
paragraph (e) does apply to all fol-
lowing years, including years in which 
later members of the affiliated group 
may be incorporated. 

(B) Foreign and U.S. base period ratios. 
In computing the foreign and U.S. base 
period ratios, the foreign and U.S. base 
periods of the U.S. shareholder shall be 
considered to be only the period prior 
to the current year that the U.S. share-
holder was in existence if this prior pe-
riod is less than five taxable years. 

(iii) Acquisition of additional corpora-
tions. (A) If a U.S. shareholder acquires 
(directly or indirectly) stock of a for-
eign or domestic corporation which, by 
reason of the acquisition, then becomes 

a related controlled foreign corpora-
tion or a member of the affiliated 
group, then in determining excess re-
lated group indebtedness or excess U.S. 
shareholder indebtedness, the indebted-
ness and assets of the acquired corpora-
tion shall be taken into account only 
at the end of the acquisition year and 
in following years. Thus, amounts of 
indebtedness and assets and the var-
ious debt-to-asset ratios of the U.S. 
shareholder existing at the beginning 
of the acquisition year or relating to 
preceding years are not recalculated to 
take account of indebtedness and as-
sets of the acquired corporation exist-
ing as of dates before the end of the 
year. If, however, a major acquisition 
is made within the last three months of 
the year and a substantial distortion of 
values for the year would otherwise re-
sult, the taxpaper must take into ac-
count the average values of the ac-
quired indebtedness and assets weight-
ed to reflect the time such indebted-
ness is owed and such assets are held 
by the taxpayer during the year. 

(B) In the case of a reverse acquisi-
tion subject to this paragraph (e)(9), 
the rules of § 1.1502–75(d)(3) apply in de-
termining which corporations are the 
acquiring and acquired corporations. 
For this purpose, whether corporations 
are affiliated is determined under 
§ 1.861–11T(d). 

(C) If the stock of a U.S. shareholder 
is acquired by (and, by reason of such 
acquisition, the U.S. shareholder be-
comes affiliated with) a corporation de-
scribed below, then such U.S. share-
holder shall be considered to have ac-
quired such corporation for purposes of 
the application of the rules of this 
paragraph (e). A corporation to which 
this paragraph (e)(9)(iii)(C) applies is— 

(1) A corporation which is not affili-
ated with any other corporation (other 
than other similarly described corpora-
tion); and 

(2) Substantially all of the assets of 
which consist of cash, securities and 
stock. 

(iv) Election to compute base period ra-
tios by including acquired corporations. A 
U.S. shareholder may choose, solely for 
purposes of paragraph (e)(9) (i) and (iii) 
of this section, to compute its foreign 
and U.S. base period ratios for the ac-
quisition year and all subsequent years 
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by taking into account the indebted-
ness and asset values of the acquired 
corporation or corporations (including 
related group indebtedness owed to a 
former U.S. shareholder) at the begin-
ning of the acquisition year and in 
each of the five base years preceding 
the acquisition year. This election, if 
made for an acquisition, must be made 
for all other acquisitions occurring 
during the same taxable year or initi-
ated in that year and concluded in the 
following year. 

(v) Dispositions. If a U.S. shareholder 
disposes of stock of a foreign or domes-
tic corporation which, by reason of the 
disposition, then ceases to be a related 
controlled foreign corporation or a 
member of the affiliated group (unless 
liquidated or merged into a related cor-
poration), in determining excess re-
lated group indebtedness or excess U.S. 
shareholder indebtedness, the indebted-
ness and assets of the divested corpora-
tion shall be taken into account only 
at the beginning of the disposition year 
and for the relevant preceding years. 
Thus, amounts of indebtedness and as-
sets and the various debt-to-asset ra-
tios of the U.S. shareholder existing at 
the end of the year or relating to fol-
lowing years are not affected by in-
debtedness and assets of the divested 
corporation existing as of dates after 
the beginning of the year. If, however, 
a major disposition is made within the 
first three months of the year and a 
substantial distortion of values for the 
year would otherwise result, the tax-
payer must take into account the aver-
age values of the divested indebtedness 
and assets weighted to reflect the time 
such indebtedness is owed and such as-
sets are held by the taxpayer during 
the year. 

(vi) Election to compute base period ra-
tios by excluding divested corporations. A 
U.S. shareholder may choose, solely for 
purposes of paragraph (e) (9) (v) and 
(vii) of this section, to compute its for-
eign and U.S. base period ratios for the 
disposition year and all subsequent 
years without taking into account the 
indebtedness and asset values of the di-
vested corporation or corporations at 
the beginning of the disposition year 
and in each of the five base years pre-
ceding the disposition year. This elec-
tion, if made for a disposition, must be 

made for all other dispositions occur-
ring during the same taxable year or 
initiated in that year and concluded in 
the following year. 

(vii) Section 355 transactions. A U.S. 
corporation which becomes a separate 
U.S. shareholder as a result of a dis-
tribution of its stock to which section 
355 applies shall be considered— 

(A) As disposed of by the U.S. share-
holder of the affiliated group of which 
the distributing corporation is a mem-
ber, with this disposition subject to the 
rules of paragraphs (e) (9) (v) and (vi) of 
this section; and 

(B) As having the same related group 
debt-to-asset ratio and debt-to-asset 
ratio as the distributing U.S. share-
holder in each year preceding the year 
of distribution for purposes of applying 
this paragraph (e) to the year of 
distibution and subsequent years of the 
distributed corporation. 

(10) Effective date—(i) Taxable years 
beginning after December 31, 1991. The 
provisions of this paragraph (e) apply 
to all taxable years beginning after De-
cember 31,1991. 

(ii) Taxable years beginning after De-
cember 31, 1987 and before January 1, 
1992. The provisions of § 1.861–10T (e) 
apply to taxable years beginning after 
December 31, 1987, and before January 
1, 1992. The taxpayer may elect to 
apply the provisions of this paragraph 
(e) (in lieu of the provisions of § 1.861–
10T (e)) for any taxable year beginning 
after December 31, 1987, but this para-
graph (e) must then be applied to all 
subsequent taxable years. 

(11) The following example illustrates 
the provisions of this paragraph (e):

Example. (i) Facts. X, a domestic corpora-
tion, elects to apply this paragraph (e) to its 
1990 tax year. X has a calendar taxable year 
and apportions its interest expense on the 
basis of the tax book value of its assets. In 
1990, X incurred deductible third-party inter-
est expense of $24,960 on an average amount 
of indebtedness (determined on the basis of 
beginning-of-year and end-of-year amounts) 
of $249,600. X manufactures widgets, all of 
which are sold in the United States. X owns 
all of the stock of Y, a controlled foreign 
corporation that also has a calendar taxable 
year and is also engaged in the manufacture 
and sale of widgets. Y has no earnings and 
profits or deficit of earnings and profits at-
tributable to taxable years prior to 1987. X’s 
total assets and their average tax book val-
ues (determined on the basis of beginning-of-
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year and end-of-year tax book values) for 
1990 are:

Asset Average tax 
book value 

Plant and equipment ......................................... $315,000
Corporate headquarters .................................... 60,000
Y stock ............................................................... 75,000
Y note ................................................................ 50,000

Total .................................................... 500,000

Y had $25,000 of income before the deduc-
tion of any interest expense. Of this total, 
$5,000 is high withholding tax interest in-
come. The remaining $20,000 is derived from 
widget sales, and constitutes foreign source 

general limitation income. Assume that Y 
has no deductions from gross income other 
than interest expense. During 1990, Y paid 
$5,000 of interest expense to X on the Y note 
and $10,000 of interest expense to third par-
ties, giving Y total interest expense of 
$15,000. X elects pursuant to § 1.861–9T to ap-
portion Y’s interest expense under the gross 
income method prescribed in section 1.861–9T 
(j). 

(ii) Step 1: Using a beginning and end of 
year average, X (the U.S. shareholder) held 
the following average amounts of indebted-
ness of Y and Y had the following average 
asset values:

1985 1986–88 1989 1990

(A) Related group indebtedness ........................................................... $11,000 24,000 26,000 50,000
(B) Average Value of Assets of Related CFC ...................................... 100,000 200,000 200,000 250,000
(C) Related Group Debt-to-Asset Ratio ................................................ .11 .12 .13 .20

(1) X’s ‘‘foreign base period ratio’’ for 1990, 
an average of its ratios of related group in-
debtedness to related group assets for 1985 
through 1989, is:

(.11+.12+.12+.12+.13)/5=.12

(2) X’s ‘‘allowable related group indebted-
ness’’ for 1990 is:

$250,000×.12=$30,000.

(3) X’s ‘‘excess related group indebtedness’’ 
for 1990 is:

$50,000¥$30,000=$20,000

X’s related group indebtedness of $50,000 
for 1990 is greater than its allowable related 
group indebtedness of $24,000 for 1989 (assum-
ing a foreign base period ratio in 1989 of .12), 
and X’s related group debt-to-asset ratio for 
1990 is .20, which is greater than the ratio of 
.10 described in paragraph (e)(2)(vii)(B) of 
this section. Therefore, X’s excess related 
group indebtedness for 1990 remains at 
$20,000. 

(iii) Step 2: Using a beginning and end of 
year average, X has the following average 
amounts of U.S. and foreign indebtedness 
and average asset values:

1985 1986 1987 1988 1989 1990

(1) .................................. $231,400 225,000 225,000 225,000 220,800 249,600
(2) .................................. 445,000 450,000 450,000 450,000 460,000 480,000

(a) 
(3) .................................. .52 .50 .50 .50 .48 .52

(1) U.S. and foreign indebtedness 
(2) Average value of assets of U.S. share-

holder 
(3) Debt-to-Asset ratio of U.S. shareholder 
(a) [500,000–20,000 (excess related group in-

debtedness determined in Step 1)] 
X’s ‘‘U.S. base period ratio’’ for 1990 is:

(.52+.50+.50+.50+.48)/5=.50

X’s ‘‘allowable indebtedness’’ for 1990 is:

$480,000×.50=$240,000

X’s ‘‘excess U.S. shareholder indebtedness’’ 
for 1990 is:

$249,000¥$240,000=$9,600

X’s debt-to-asset ratio for 1990 is .52, which 
is greater than the ratio of .10 described in 
paragraph (e)(3)(vii) of this section. There-
fore, X’s excess U.S. shareholder indebted-
ness for 1990 remains at $9,600. 

(iv) Step 3: (a) Since X’s excess U.S. share-
holder indebtedness of $9,600 is less than its 
excess related group indebtedness of $20,000, 
X’s allocable related group indebtedness for 
1990 is $9,600. The amount of interest re-
ceived by X during 1990 on allocable related 
group indebtedness is:

$5,000×$9,600/$50,000=$960

(b) Therefore, $960 of X’s third party inter-
est expense ($24,960) shall be allocated among 
various separate limitation categories in 
proportion to the relative average amounts 
of Y obligations held by X in each such cat-
egory. The amount of Y obligations in each 
limitation category is determined in the 
same manner as the stock of Y would be at-
tributed under the rules of § 1.861–12T(c)(3). 
Since Y’s interest expense is apportioned 
under the gross income method prescribed in 
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§ 1.861–9T (j), the Y stock must be character-
ized under the gross income method de-
scribed in § 1.861–12T(c)(3)(iii). Y’s gross in-
come net of interest expense is determined 
as follows:
Foreign source high withholding tax interest 

income 
=$5,000–[($15,000) multiplied by ($5,000)/

($5,000+$20,000)] 
=$2,000

and 
Foreign source general limitation income 

=$20,000–[($15,000) multiplied by ($20,000)/
($5,000+$20,000)] 

=$8,000.

(c) Therefore, $192 [($960×$2,000/
($2,000+$8,000)] of X’s third party interest ex-
pense is allocated to foreign source high 
withholding tax interest income and $768 

[$960×$8,000/($2,000+$8,000)] is allocated to for-
eign source general limitation income. 

(v) As a result of these direct allocations, 
for purposes of apportioning X’s remaining 
interest expense under § 1.861–9T, the value of 
X’s assets generating foreign source general 
limitation income is reduced by the prin-
cipal amount of indebtedness the interest on 
which is directly allocated to foreign source 
general limitation income ($7,680), and the 
value of X’s assets generating foreign source 
high withholding tax interest income is re-
duced by the principal amount of indebted-
ness the interest on which is directly allo-
cated to foreign source high withholding tax 
interest income ($1,920), determined as fol-
lows: 

Reduction of X’s assets generating foreign 
source general limitation income:

X sallocable related group indebtedness
Y s Foreignsourcegeneral itation income

Y s Foreignsource income
'

' lim

'

$9, $8, /($8, $2, ) $7,

×

× + =600 000 000 000 680

Reduction of X’s assets generating foreign 
source high withholding tax interest income:

X sallocable related group indebtedness

Y s Foreignsource high withholding tax
erest income

Y s Foreignsource income
'

'
int

'

$9, $2, /($8, $2, ) $1,920

×

× + =600 000 000 000

[T.D. 8410, 57 FR 13022, Apr. 15, 1992; 57 FR 28012, June 23, 1992]

§ 1.861–10T Special allocations of inter-
est expense (temporary regula-
tions). 

(a) In general. This section applies to 
all taxpayers and provides three excep-
tions to the rules of § 1.861–9T that re-
quire the allocation and apportionment 
of interest expense on the basis of all 
assets of all members of the affiliated 
group. Paragraph (b) of this section de-
scribes the direct allocation of interest 
expense to the income generated by 
certain assets that are subject to quali-
fied nonrecourse indebtedness. Para-
graph (c) of this section describes the 
direct allocation of interest expense to

income generated by certain assets 
that are acquired in integrated finan-
cial transaction. Paragraph (d) of this 
section provides special rules that are 
applicable to all transactions described 
in paragraphs (b) and (c) of this sec-
tion. Paragraph (e) of this section re-
quires the direct allocation of third 
party interest of an affiliated group to 
such group’s investment in related con-
trolled foreign corporations in cases in-
volving excess related person indebted-
ness (as defined therein). See also 
§ 1.861–9T(b)(5), which requires direct 
allocation of amortizable bond pre-
mium. 
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